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INTRODUCTION 
As you know, our discussion on Internal Control this morning is 
to be followed by a discussion this afternoon on Test-Checking and 
Sampling. This sequence was deliberately decided upon by the com-
mittee in order to present a fully rounded picture on the interrelated 
subjects of internal control, audit programs, and test of transactions. 
The committee has further suggested that our discussion on in-
ternal control this morning be kept as broad as possible, spending a 
good bit of time on its definition and our responsibility with respect to 
the investigation of an internal-control system — both with respect to 
its design and functioning. In other words, we will try to draw a rather 
broad picture of just exactly what internal control is, and then this 
afternoon our discussions wil l be directed to the techniques of how we 
test the system of internal control and what actions are taken on the 
basis of sampling results. 
I have been asked to include an explanation of the audit responsi-
bility with respect to the system of internal control and the sequencing 
of its examination. For example, is it really possible to write an audit 
program prior to the time an initial survey of internal control has been 
undertaken? What are the various methods used in appraising a system 
of internal control? Is it proper to use a checklist approach, or should 
a narrative outline of the internal-control system be made for the aud-
itor's permanent file? What differences or problems are involved in 
the examination of internal control as between a first engagement and 
subsequent engagements? 
Perhaps the easiest way to handle such a broad subject as internal 
control is to segregate it into various areas by proposing a series of 
questions. 
WHAT IS THE HISTORY IN THE DEVELOPMENT OF 
EMPHASIS ON INTERNAL CONTROL? 
The subject of internal control was discussed in financial litera-
ture at least as early as 1900. However, time will not permit a thor-
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ough discussion of the development of this subject even in what might 
be termed official and semiofficial professional literature. But be-
cause of the important effect internal control has on our daily profes-
sional activities I should like at least to invite your attention to certain 
publications on the subject. I think all of us can benefit from a review 
of these pronouncements, but I cannot overemphasize the importance of 
directing the younger men in our profession to studying these writings. 
Among the various pronouncements I suggest you study are the follow-
ing: 
Federal Reserve Board (1929) - "Verification of Financial 
Statements". 
American Institute of Accountants (1932-1934, pages 19, 30, 31) 
- "Audits of Corporate Accounts". 
American Institute of Accountants (January, 1936, pages 8, 9) -
"Examination of Financial Statements by Independent Public 
Accountants". 
American Institute of Accountants (1939, page 12) - "Statements 
on Auditing Procedure, No. 1". 
American Institute of Accountants (1947, page 11) - "Tentative 
Statement of Auditing Standards". 
American Institute of Accountants (1948 page 164) - "Statements 
on Auditing Procedure, No. 24". 
Securities and Exchange Commission (1947, page 3) - "Regu-
lation S-X". 
American Institute of Accountants (1949) - "Internal Control -
Elements of a Coordinated System and Its Importance to Man-
agement and the Independent Public Accountant". 
American Institute of Accountants (1950) "Case Studies in In-
ternal Control (No. 1 - The Textile Company; No. 2 - The Ma-
chine Manufacturing Company)". 
American Institute of Accountants (1954, page 31) - "Generally 
Accepted Auditing Standards". 
After studying the foregoing literature you might high-light the de-
velopment of emphasis on internal control somewhat as follows: 
In 1933 the scope paragraph of the accountant's certificate in wide 
use read something like this: 
"We have made an examination of the balance sheet of the ABC 
Company as at December 31, 1933, and of the statement of in-
come and surplus for the year then ended. In connection there-
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with, we examined or tested accounting records of the Company 
and other supporting evidence and obtained information and ex-
planations from officers and employees of the Company; we also 
made a general review of the accounting methods and of the oper-
ating and income accounts for the year, but we did not make a 
detailed audit of the transactions." 
You will note that although the certificate does not specifically 
refer to internal control in so many words, it does imply the account-
ant's acceptance of responsibility for a review and evaluation of in-
ternal control. You wil l also note the disclosure that the accountant 
did not make a detailed audit of the transactions. 
In 1939 the wording generally used in the accountant's certificate 
was as follows: 
"We have examined the balance sheet of the ABC Company as of 
December 31, 1939, and the statements of income and surplus for 
the year then ended, have reviewed the system of internal control 
and the accounting procedures of the company and, without making 
a detailed audit of the transactions, have examined or tested ac-
counting records of the company and other supporting evidence, 
by methods and to the extent we deemed appropriate." 
In 1948 the members of the American Institute of Accountants ap-
proved the special report by the Committee on Auditing Procedure en-
titled "Tentative Statement of Auditing Standards." Among the nine 
standards of auditing shown in this report the one that concerns us in 
particular this morning reads as follows: 
"There is to be a proper study and evaluation of the existing in-
ternal control as a basis for reliance thereon and for the deter-
mination of the resultant extent of the tests to which auditing pro-
cedures are to be restricted." 
As a result of the profession adopting the above-mentioned standard 
the Committee on Auditing Procedure felt that it was no longer neces-
sary in our certificates to refer to examination of system internal con-
trol and to omission of making a detailed audit of the transactions. To-
day our certificates usually read as follows: 
"We have examined the balance sheet of ABC Company as of De-
cember 31, 1955 and the related statement of income and surplus 
for the year then ended. Our examination was made in accord-
ance with generally accepted auditing standards, and accordingly 
included such tests of the accounting records and such other aud-
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iting procedures as we considered necessary in the circum-
stances." 
It should also be noted that in 1947 Rule 2-02 of Regulation S-X 
of the Securities and Exchange Commission included the following: 
"In determining the scope of the audit necessary, appropriate 
consideration shall be given to the adequacy of the system of in-
ternal check and control. Due weight may be given to an internal 
system of audit regularly maintained by means of auditors em-
ployed on the registrant's staff. The accountant shall review the 
accounting procedures followed by the person or persons whose 
statements are certified and by appropriate measures shall sat-
isfy himself that such accounting procedures are in fact being 
followed." 
In its 1950 revision of S-X in Rule 2-02 it is required that the 
"accountant's certificate . . . shall state whether the audit was made in 
accordance with generally accepted auditing standards . . . " In other 
words, the Commission expects the accountant to adhere to generally 
accepted auditing standards which necessarily includes consideration 
of a client's system of internal control. 
Before going on to the next question I should like to suggest that 
the literature I mentioned previously be used as material for a staff-
training course. And I don't believe any accountant, junior or senior, 
should attempt to make an audit unless he has with him the booklet 
"Generally Accepted Auditing Standards - Their Significance and Scope" 
which was prepared by the Committee on Auditing Procedure and pub-
lished by the American Institute of Accountants in 1954. 
WHY HAS THERE BEEN A N INCREASING SIGNIFICANCE 
OF INTERNAL CONTROL? 
A special report by the Committee on Auditing Procedure, pub-
lished by the American Institute of Accountants in 1949, stated that the 
constantly expanding recognition of the significance of internal control 
may be attributed to the following factors: 
1. The scope and size of the business entity has increased to the 
point where its structural organization has become complex 
and widespread. To control operations effectively, manage-
ment must depend on the reliability of numerous reports and 
analyses. 
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2. The primary responsibility for safeguarding the assets of con-
cerns and preventing and detecting errors and fraud rests on 
management. Maintenance of an adequate system of internal 
control is indispensable to a proper discharge of that respon-
sibility. 
3. The protection which a properly functioning system of internal 
control affords against human weaknesses is of paramount im-
portance. The check and review which is inherent in a good 
system of internal control reduces the possibility that errors 
or fraudulent attempts wil l remain undetected for any pro-
longed period and enables management to place greater con-
fidence in the reliability of data. 
4. It is impracticable for public accountants to make detailed 
audits of most companies within economic fee limitations. 
Furthermore, a subsequent examination cannot be regarded 
as a substitute for the exercise of proper controls in the ac-
tual handling of transactions. 
Occasionally we encounter a situation where we have difficulty in 
getting some of our clients to correct certain weaknesses in their sys-
tems of internal control. Perhaps it is well for us to remember some 
of the points brought out in the foregoing factors which could be used 
in convincing our clients that our recommendations should be adopted. 
In other words, the primary responsibility for safeguarding assets and 
preventing fraud rests on management; a good system has a psychologi-
cal effect tending to prevent fraudulent acts; an audit is not a substitute 
for good internal control; and finally, audit fees could be reduced by 
improving the system of internal control. 
WHAT IS INTERNAL CONTROL? 
The broad modern concept of internal control has been described 
by the Committee on Auditing Procedure in the following manner: 
"Internal Control comprises the plan of organization and all of 
the coordinate methods and measures adopted within a business 
to safeguard its assets, check the accuracy and reliability of its 
accounting data, promote operational efficiency, and encourage 
adherence to prescribed managerial policies." 
In its report on "Internal Control" the Committee on Auditing 
Procedure suggests four essential characteristics of internal control: 
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1. A plan of organization which provides appropriate segregation 
of functional responsibilities. 
2. A system of authorization and record procedures adequate to 
provide reasonable accounting control over assets, liabilities, 
revenues and expenses. 
3. Sound practices to be followed in performance of duties and 
functions of each of the organizational departments. 
4. A degree of quality of personnel commensurate with respon-
sibilities. 
The foregoing definition and the characteristics of internal con-
trol cover a much broader field than some accountants are willing to 
recognize. In other words, some public accountants believe that there 
is a distinct difference between internal control as defined broadly from 
the standpoint of its general use by business organizations and as de-
fined by public accountants from the standpoint of their review of in-
ternal control on auditing engagements. The results of a survey ques-
tionnaire on this subject which was submitted to over one hundred ac-
counting firms are shown in The CPA Handbook. Of the large-and medi-
um-sized firms that responded, over 75 percent reported that their re-
view of internal control dealt only with business controls which were 
exercised through accounting procedures and methods. In other words, 
less than 25 percent of those firms reported that they extended their 
review of internal control beyond the financial and accounting depart-
ments to include such matters as: 
1. Budgetary control. 
2. Standard costs. 
3. Periodic operating reports. 
4. Personnel-training programs. 
5. Internal auditing. 
6. Time and motion studies. 
The answers of the small accounting firms showed a 50-50 divi-
sion between use of the narrow and broad concepts of internal control. 
The greater use of the broad concept by smaller firms was explained 
as follows: 
1. From the narrow point of view there can be relatively little 
internal control in small business, and, therefore the public ac-
countant is forced to adopt the broader viewpoint. 
2. The auditor of a small business usually does more than ren-
der an opinion on financial statements. The small client usually 
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expects the auditor to serve as a business consultant which again 
forces the auditor to adopt a broader viewpoint. 
In the round-table discussions to follow I hope your discussion 
leaders will devote some time to exploring the use of the narrow and 
broad concepts of internal control. 
Before leaving this question I should like to inject my personal 
observation. I believe that more intelligent audits could be made, re-
sulting in better service to clients, if the public accountant would give 
a little more thought to approaching an audit from a businessman's 
point of view. This point of view can be initiated prior to the close of 
the client's fiscal year. Among the matters to be covered would be: 
1. Make a critical review of the client's monthly financial state-
ments and other pertinent operating reports. 
2. After computing pertinent ratios and comparing them with pre-
vious periods discuss your findings with the chief accounting 
officer and other appropriate officials. At this point you should 
be attempting to arrive at a better understanding of the general 
nature, volume, and trend of the business. If possible, com-
pare your findings with other companies in the industry or the 
industry as a whole. 
3. Make a tour of the principal manufacturing departments, as-
sembly lines, store rooms, etc. 
I believe the foregoing procedures should be followed before at-
tempting to prepare an audit program or an internal-control question-
naire. 
WHAT ARE THE VARIOUS METHODS USED IN APPRAISING 
A SYSTEM OF INTERNAL CONTROL? 
1. The Questionnaire Approach 
There are many variations in form of this type of question-
naire. One form that I shall describe consists of several pages, each 
page being devoted to one of the usual major accounting and custodial 
activities of a business enterprise. For example, the page on Cash Re-
ceipts is segregated into several subcaptions such as receiving, re-
cording, depositing, and general. Under each subcaption appear sev-
eral questions requiring either a "yes" or "no" answer. Other pages in 
the questionnaire cover such activities as Cash Disbursements, Sales 
and Trade Receivables, Purchases and Trade Payables, Payrolls, Costs 
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and Inventories, Property, Securities, etc. In addition to the "yes" or 
"no" answer required, each page contains ample space for the names 
of the pertinent officers and employees, or departments, together with 
certain explanatory material relating to the more important functions 
within each activity. 
The questions are designed to focus attention on particular 
points at which internal control may be weak, so as to facilitate con-
centration of testing on the specified records affected and to eliminate 
unnecessary auditing of records which are adequately controlled. The 
questions are stated so that a "yes" answer indicated a satisfactory 
situation as to control and a "no" answer indicates a bad or weak situ-
ation. 
Space is also provided for the auditor to express his overall 
conclusions concerning the internal control as to each activity of the 
business, based upon his findings as developed through answering the 
questions. 
With this type of questionnaire it has been found feasible in 
auditing smaller organizations to f i l l out the questionnaire as far as 
practicable at the outset of the engagement. On larger audits it may 
be filled out part by part, in each case just prior to and in conjunction 
with taking up the related audit work with respect to a given activity of 
the business. 
2. The Checklist Approach. 
This approach, sometimes referred to as a Reminder List, is 
usually a detailed enumeration of the methods and practices which 
characterize good internal control. Its main purpose is to serve as a 
guide to the auditor in his review of the system of internal control. 
Probably the main advantage of this approach is that it avoids the temp-
tation to answer questions in a perfunctory way, and yet it gives the 
auditor a useful guide with which to make his review. Probably its 
greatest disadvantage is that it does not provide a record of the aud-
itor's findings. It is merely a guide, whereas the questionnaire ap-
proach provides both a guide and a record of the findings. 
3. Accounting-Record Approach. 
Many accountants use this approach by obtaining a list of the 
client's accounting records, together with the names of those respon-
sible for keeping (and auditing) them, a list of persons responsible as 
custodians of valuable assets, and a list indicating origins of account-
ing documents representing initial records of incoming or outgoing as-
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sets. These lists are then cross-checked with special reference to 
those named and the organizational and other relationships between 
them. 
Probably the principal advantage of this approach is that it 
would be tailor-made for each client. On larger engagements, some 
accountants feel that this approach may tend to obscure the objective 
and unduly prolong the inquiries without increasing the effectiveness of 
the audit. One other criticism would be that accounting records do not 
always contain complete data for control purposes. 
4. Organization-Chart Approach. 
A study of the client's organization chart, together with other 
data in the accountant's permanent file, is considered helpful by some 
accountants as a guide in reviewing internal control. However, in order 
to be useful, the chart must be prepared in sufficient detail to show not 
only departments, and divisions of departments, but also the special 
functions of many individuals. Some accountants feel that this approach 
is useless unless the chart is prepared especially for the auditor's pur-
pose and that even then it is often too time-consuming. 
5. Narrative-Description Approach. 
This approach (sometimes referred to as the Memorandum 
Technique) contemplates, at the time of the first audit engagement, the 
preparation of written outlines of the accounting procedures and inter-
nal control practices in effect. The outline is usually segregated into 
individual subjects such as cash, receivables, inventories, etc. Each 
outline sets forth the flow of transactions, the nature of the records 
kept, the names and duties of employees involved, and the interrela-
tionship of various units in the organization with respect to each type 
of transaction. 
Most accountants will probably agree that this approach is 
particularly well-suited for audits of small businesses where internal 
control is weak or very limited. One possible disadvantage of the nar-
rative form may be the difficulty of checking several pages of narrative 
notes to see that all control features have been adequately covered. 
This disadvantage can be minimized if sufficient care is given to the 
preparation of the memoranda and if conclusions are clearly set forth. 
Some accountants make these written outlines a part of the 
permanent-file working papers and carry them forward from year to 
year. Others feel that the outlines should be incorporated as explan-
atory or prefatory material to each section of the audit-work program. 
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6. Procedural Flow-Charts Approach. 
The special report on Internal Control (Appendix) by the Com-
mittee on Auditing Procedure which I have referred to before contains 
a section devoted to a graphic illustration of internal control. The sec-
tion contains ten charts. The first four are organization charts as fol-
lows: (1) Entire organization; (2) Top supervisory level; (3) Control-
ler's division; and (4) A l l other divisions. The next six are procedural 
flow-charts covering the following: sales, accounts receivable, cash 
receipts, purchases, cash disbursements, and payrolls. The use of pro-
cedural flow-charts has not been as popular with accountants as the 
other approaches. However, it appears that this approach is being used 
more today in view of the increasing use of tabulating and electronic 
equipment. 
Where the accountant is called upon to make revisions in the 
accounting system, flow-charts become an invaluable tool. It has been 
said that one disadvantage in the use of flow-charts is the unfamiliarity 
of many accountants with graphic methods. A bit of study and practice 
could easily overcome this objection. 
7. Summary of Approaches. 
Obviously, many hours could be devoted to a discussion of the 
six approaches I have enumerated in appraising a system of internal 
control. Depending upon the circumstances I am sure that most of us 
have employed probably all of the various approaches, or at least a 
combination of certain elements of each approach. It should be re-
membered that these approaches are merely procedural mechanisms 
and cannot be used as a substitute for the exercise of personal judgment 
at any time. 
DOES OUR APPROACH TO INTERNAL CONTROL DIFFER AS 
BETWEEN A FIRST ENGAGEMENT AND SUBSEQUENT 
ENGAGEMENTS? 
Probably most of us wil l agree that on the initial engagement our 
review of the system of internal control must be most extensive. On 
subsequent engagements there seems to be a difference of opinion 
among accountants as to the extent of internal-control investigation. 
One approach would be to cover the entire range of internal control on 
each audit. On smaller- and medium-sized engagements this approach 
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is preferable and not too time-consuming. On larger engagements some 
accountants cover only certain phases on each audit in detail and pro-
vide for full, detailed coverage only over a period of years. Where full 
coverage is not made on every audit the accountant wil l cover fully on 
each audit the review of controls relating directly to the principal ac-
counting records. 
TO WHAT EXTENT DOES AN INTERNAL AUDIT 
STAFF AFFECT THE PUBLIC ACCOUNTANT'S 
APPRAISAL OF INTERNAL CONTROL? 
I believe that the best answer to this question is found in General-
ly Accepted Auditing Standards which covers the point as follows: 
Where an internal auditing department exists, the independent aud-
itor very properly accords that fact appropriate weight in selecting 
and applying his auditing procedures. The advantages of strong in-
ternal auditing departments are becoming better recognized by 
many concerns of sufficient size to warrant maintaining such an 
organization. It may be appropriate, however, to insert here a 
word of caution. 
Internal auditing departments are an important part of the system of 
internal control, particularly where a concern has numerous plants 
or offices. The work of the internal auditor reduces the volume of 
testing and checking required of the independent auditor. However, 
the objectives, purposes, and points of emphasis of the two are by 
no means parallel. An internal audit stresses particularly the ac-
curacy of the bookkeeping records, the fact that they conform with 
standard accounting procedures of the concern, and the discovery 
of irregularities and possible shortages. The independent auditor 
also has these matters in mind but they are not his primary ob-
jective. He concerns himself more particularly with the soundness 
of the judgments of the management as reflected in the financial 
statements and their conformity with generally accepted accounting 
principles and conventions. Furthermore, one of the safeguards of 
an independent audit is the fact that it is made by those independent 
of the concern under examination. For the reasons stated, an in-
ternal audit, however efficient, cannot be considered as a substi-
tute for the work of the independent auditor. 
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CONCLUSION 
Sound evaluation of the system of internal control is basic in most 
audit engagements. Without it, audit procedures can hardly be devel-
oped and applied intelligently. An auditor who is remiss in his investi-
gation of the system of internal control runs into danger, on the one 
hand, of doing too-little work, and on the other hand, of doing too-much 
work, and in either case, of doing the wrong kind of work. In one situ-
ation he may pass up a shortage or a material error in the accounts. 
In another he may accumulate charges unnecessarily against his client. 
Both of these consequences manifestly are undesirable. 
Regardless of the method used in appraising a system of internal 
control, the accountant must satisfy himself, not only by careful in-
quiry, but also by inspection of the records, and as far as practicable 
by actual observation of the procedure, as to the routine actually em-
ployed. Knowledge acquired by questioning the client's employees at 
the outset of the work should be considered subject to substantiation 
by other means as the examination progresses. It is not sufficient to 
accept a casual explanation of the routine followed. 
The accountant also must consider the probability of changes in 
routine and personnel during the period under examination, including 
temporary changes due to vacations and other absences of individuals. 
It is not enough to accept only a description of the situation existing at 
the time of taking up the work. 
In evaluating the effectiveness of internal control for the purpose 
of deciding upon the extent to which various audit procedures should be 
applied, the accountant should be concerned not only with possible com-
binations of duties which would permit concealment of irregularities 
single-handed, but also with the possibilities of collusive action. He 
should consider also the possibility that important errors might exist 
in the records, which, although not due to fraud, might result in inac-
curate or misleading financial statements. 
In investigating the various routines and procedures the ac-
countant should consider carefully the extent to which unusual or in-
frequent transactions are controlled. For example, there may be ade-
quate controls over regular sales of merchandise but virtually none 
over occasional sales of damaged or obsolete items, waste, salvaged 
materials, etc., which may be likely to involve currency receipts. There 
also may be well-established procedures for controlling disbursements 
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in payment of vendors' invoices, but these procedures may not be ap-
plied to disbursements representing transfers between banks, expense-
fund advances and reimbursements, loans to employees, etc. 
The accountant must exercise a high degree of judgment in an-
alyzing the effect of any deficiencies in control. In each case where the 
situation is not good, he must consider carefully the possibilities of i r -
regularities or errors being perpetrated in view of the practical as-
pects of the situation and the existence of any alternative controls. For 
example, a theoretically bad situation exists if the person who prepares 
sales invoices also has access to cash, but there need be no particular 
concern if the cash to which such access is had consists of a small 
petty-cash fund, or even if it consists of incoming collections provided 
such collections have been listed for control and there is adequate in-
dependent accounting for the sales invoices. Furthermore, bad situa-
tions will occasionally appear to exist as the result of a bookkeeper's 
participating in the performance of several accounting functions by 
virtue of preparing several different records on mechanical bookkeep-
ing equipment. This situation is not necessarily bad if there are ade-
quate controls over the use of the equipment. 
An important consideration in the evaluation of a system of in-
ternal control is as to whether or not the prescribed procedures are 
effectively carried out; that is, whether the records are adequate, 
whether the employees (including supervisory personnel) are com-
petent, and whether errors, discrepancies, and other irregularities 
developed during the work are properly followed up. 
The accountant should consider whether the duties and responsi-
bilities of the various departments, as well as those of individual offi-
cers and employees, are clearly fixed and defined, whether officers and 
employees are required to take vacations annually, and whether ac-
counting employees are rotated where practicable. 
He should consider whether irregularities might occur where ex-
ecutives are also executives of other businesses or where employees 
known to be related to each other are in key positions. 
If the records appear to be ill-adapted to the needs of the busi-
ness, if they fail to provide essential information readily, if they are 
maintained in a slovenly manner, there are opportunities for manipu-
lation that do not exist, other things being equal, where the opposite 
conditions prevail. 
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In a department where the bulk of the work is done by apparently 
underpaid, incompetent, uninterested clerical help, there are possibil-
ities of irregularities that do not exist where the contrary is the case. 
A domineering supervisor may be able to impose his will on a 
group of below-average clerks and cause records to be manipulated to 
his advantage. 
If errors and the like are not properly followed up and corrected 
when they are developed, if the import of irregularities is not sensed 
by the employees who work on the records, latent dishonesty may be 
encouraged. 
In view of the widespread use of mechanical bookkeeping equip-
ment, it is incumbent upon each accountant to become familiar both with 
the controls afforded by the use of such equipment and with the means 
of safeguarding it against misuse. The accountant should ascertain 
whether the machine operators are effectively separated from access 
to cash or other custodial activities, so that they are not in a position 
to gain an advantage by manipulating the machine. He should also as-
certain the extent to which prior controls, if any, are established over 
the information recorded by the machines, and should determine whether 
register readings, master tapes, etc. are kept under control and ef-
fectively followed up. 
Things such as these should be constantly in the mind of the ac-
countant in making his survey of the system of internal control. 
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